Abstract This paper compares the cumulative abnormal returns and operating performance of Chinese listed firms which made seasoned equity offerings or right issues at different profitability thresholds. Results show that both the average long-term and short-term cumulative abnormal returns of these firms increase significantly after the setting of thresholds. Moreover, the accounting performances of these firms are also improved to some degree. It implies that regulations on new equity raising behavior of listed firms are necessary and effective in protecting the investors and restricting listed firms' "money encirclement" behaviors.
的限制。
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Introduction
To confine listed firms' money encirclement behaviors, protect the interests of investors, and stabilize the stock market, China Security Regulatory Commission (CSRC) has imposed rigid regulations on listed firms' financing behaviors, including rights issue, seasoned equity offering and convertible bond issue. The standards for refinancing firms to meet for issuing new equity include thresholds for a series of financial measures such as three years' ROEs prior to the issue and the leverage ratio, along with the price and the size of the issue. Market responds positively to these new regulations.
Some researchers have questioned the effectiveness of securities market regulations. Stigler (1964) compared the market performance of industrial stocks in 1923-1928 and 1949-1955 , before and after the U.S. Securities and Exchange Commission (SEC) was given control over the registration of new issues. He found that there was no significant difference between the average returns in the above two periods, and SEC's regulation only made standard deviation smaller. Stigler thus argued that SEC's regulation got rid of both the best firms and the worst firms, and therefore, investors in 1950's did not get higher returns than those in 1920's. In this sense, regulation on the securities market is not so effective. But some problems exist in Stigler's argument. One is that the significance of the changes in mean was not tested given the statistical techniques at that time. Second, the time intervals Stingler chose were biased because the Great Depression in 1929 was not included in the sample. Otherwise the pre-SEC stock returns would be much lower, which proves that regulation has effects on the market.
Empirical studies on China's listed firms have found that the profitability threshold ("threshold" hereafter) of SEO induced earnings management (e.g., Chen et al., 2000; Yan et al., 2001; Song, 2003) , or even fraud behaviors (e.g., Ping et al., 2003; Liu and Liu, 2003) . These empirical papers focused on the negative effects of the SEO threshold, leaving the question of whether SEO threshold itself is effective unanswered. Wu et al. (2005) studied the rationality of setting SEO threshold by examining the long-term market performance and operating performance of the SEO firms. They found that firms with "good performance" which meet the SEO threshold tend to perform poorly after the issue of new equity, as compared with firms which do not issue new equity. Though CSRC has adjusted SEO thresholds over time, there are no significant differences in the long-term performance measured by cumulative abnormal returns for the reissuing firm with different thresholds. Therefore, SEO threshold does not conduct the function of decreasing the information asymmetry and protecting investors. They hence suggested that regulators need to reconsider the role of the SEO threshold and cancel the threshold gradually and turn to rely on investment bank instead as reliable judger of the quality of listed firms. The test method used in Wu's article, however, might be problematic. First, the comparison between the reissuing firms and non-reissuing firms (including the market portfolio and the industry-size comparable firms) can not prove whether the threshold is effective or not. A better way to test it is to compare "with threshold" with "without threshold", or compare "low threshold" with "high threshold". Second, Wu, et al. defined the cumulative abnormal returns in their paper as the ROE difference between the reissuing firms and the market portfolio or comparable firms. In an economic sense, this definition was not explicit enough. Finally, the results in Table 7 and 8 in this paper show that reissuing firms with threshold outperform the reissuing firms without threshold, and demonstrate the threshold is effective in selecting high quality firms. Wang and Zhu (2006) built a model showing that in an inefficient stock market, firms can seize the benefit of new public investors through SEO. Regulation of securities market is necessary to protect the public investors.
In this paper, we investigate whether the SEO threshold is effective by comparing the performances of reissuing firms at different SEO thresholds. Our paper follows Wu's approach, but draws a different conclusion.
This paper proceeds as follows: Section 1 is an introduction. In Section 2, we present our data and procedures. Section 3 shows the empirical results. Conclusions and implications are contained in the last section.
Data and methods
Data
Samples were chosen from A-share firms listed in Shanghai and Shenzhen Security Exchange from 1994 to 2003. As a routine, financial firms were excluded. All the equity issues were included in the sample except the initial public offerings. Since CSRC sets different thresholds for seasoned equity offerings and rights offering, we collected SEO sample and rights offering sample respectively. Each sample is divided into several sub-samples in accordance with threshold changes over time. Moreover, considering the multiple issues during the sampling period, the most recent issue will be put into the corresponding sub-sample. 
Methods
To investigate the effectiveness of the above thresholds, we need to empirically measure the market performance and operating performance of SEO firms and rights issue firms. Different from most of extant studies, we compared reissuing firms with threshold with those reissuing firms without threshold aiming to discover whether the former outperform the latter during the post-issue period.
Market performance measurement
Cumulative Abnormal Return (CAR) was adopted to measure a firm's market performance. The formula 1 used is as follows:
Where id R is the post-issue daily stock returns for an individual firm, and md R the corresponding daily returns of the market portfolio.
Operating performance measurement
ROA and ROE are widely used as indexes of operating performance. ROA is defined as net income divided by total assets and ROE is defined as net income divided by total shareholders' equity. To eliminate the influence of the factors which change over time, such as macro-economy, industry policy, etc., we used abnormal ROA and abnormal ROE instead to measure operating performance. Accordingly, their definitions 2 are as follows:
Where the average industry ROA is the total net income of all listed firms in one industry divided by the total assets of all listed firms in that industry, and the average industry ROE is the total net income of all listed firms in one industry divided by the total shareholders' equity.
Empirical results
3.1 Post-issue market performance 3.1.1 Rights issues Fig. 1 and Table 3 present the average CAR over 300 trading days for samples 1 Relevant literature has shown that using market returns to calculate abnormal returns is better than using CAPM. We hence adopted stock returns minus market returns to calculate abnormal returns in this research.
2 Wu et al. (2005) defined the abnormal ROA as the reissuing firm's ROE minus the average ROE of the market portfolio, a definition slightly different from ours. However, the results will still support our conclusion even if we had used their definition.
1-5. Results show that Sample 2 differs significantly from Sample 1, regardless of in long term or short term, which implies that market responds positively to the setting of rights issue threshold. Moreover, samples 3-5 also differ significantly from Sample 1. These results strongly support that regulations on the rights issue by setting threshold are effective and are hence welcomed by the market.
The results in Fig. 1 and Table 3 also show that market responds each time when CSRC changes the threshold. Sample 2 contains a group of firms when CSRC first set the threshold, and it outperforms the other samples. For firms in Sample 3, the threshold has been raised to a higher level. The 30-day CAR is significantly higher than that of in Sample 2, while the 300-day CAR is significantly lower. As compared with Sample 3, the threshold decreases in Sample 4, whose short-term average CAR (30-day and 100-day) is significantly higher than that of in Sample 3, while the long-term average CAR 200-day and 300-day) does not differ significantly from Sample 3. The threshold for Sample 5 is also lower than that of Sample 4. But since CSRC changes the threshold too frequently, stock market does not respond so actively to this new change. No matter in short-term or long-term, the average CARs for Sample 5 are significantly lower than that of in Sample 4. Fig. 1 shows that the market responded negatively to Sample 2 at the beginning, for the CAR in Sample 2 goes up very quickly over time. As for Sample 3 to 5, their CARs are positive and changes mildly over time. The results show that the threshold for rights offering plays an important role in protecting public investors. The market's reaction to the rights offering varies with time: When the threshold has been presented for a long time, the sensitivity of the market to changes in threshold tends to decline. Since China's stock market is still far from being mature and efficient, setting threshold can effectively protect public investors by restraining listed firms from issuing equity arbitrarily.
3.1.2 SEO Fig. 2 and Table 4 describe changes in average CAR in 300 trading days for SEO firms with different thresholds. Similar to the rights offering samples, when the threshold does not exist, the market responds negatively to SEO, as shown in the average CAR for Sample 6. The 300-trading day average CAR is negative for Sample 6. Though still negative, the average CARs for samples 7-9 are all higher than that of Sample 6, showing that after introducing SEO threshold, the average quality of the issuing firms has been improved to a certain degree. It also demonstrates that the SEO threshold plays an important role in protecting the public investors. As for different thresholds, no matter if in short-term or long-term, market performance does not vary significantly. Fig. 3 presents the average abnormal ROAs of samples 1-5，where "0" represents the financial report date 3 six months before the issue. "1", "2", "3" and "4" represent six months, one year, one and a half years, and two years after the issue respectively. The underperformance of all samples after their rights issues gives certain evidence that a "face-changing" phenomenon does exist among China's listed firms. Although all five samples perform poorer after the issue, samples 2-5 outperform sample 1 in every period. Therefore, the threshold of the rights issue is obviously effective in filtering out good-quality firms from bad ones.
The comparison of samples 1-5 is shown in Table 5 . The difference between Sample 2 and Sample 1 is significant only at date 0, which can not be used to verify the effectiveness of rights issue thresholds. But as the threshold changes, samples 3-5 differs from each other significantly at date 0, 1 and 2, Sample 4 differs from Sample 1 significantly at date 3, and Sample 3 and 5 differ from Sample 1 significantly at date 4, which demonstrate the sifting function of rights issue thresholds. Additionally, the significant difference between samples 3-5 and Sample 2 shows that changes in threshold do make sense. (2) GLM was used to test the significance. The meeting points of the sample means are F-statistics.
(3) *, ** and *** represent significance levels of 10%，5% and 1% respectively. Note: The same as that of Table 5. 3.2.2 SEO Fig. 5 and Fig. 6 present respectively the average abnormal ROAs and ROEs of samples 6-9. A similar conclusion to the case of samples 1-5 can be drawn from them. Measured by average abnormal ROA and ROE, the operating performance has been declining since SEO is conducted, even in the case without SEO threshold. But samples 7-9 outperform Sample 6 at each date, showing that SEO threshold is still effective in sifting good firms. Table 7 and 8 compare the average abnormal ROAs and ROEs of samples 6-9 respectively. Table 7 illustrates that samples 7-9 differ from sample 6 significantly, but the significance turns weaker as the time interval becomes longer. The difference between samples 7, 8 and 9 is not significant as a whole. Table 8 tells that there are significant differences among samples 7, 8 and 6, but the difference disappears in one year. There are no significant differences among samples 7, 8 and 9. The results show that the issuing firms do improve significantly their operating performances when SEO threshold exists. But as the threshold changes, there is no significant change in operating performance for the issuing firms. 
Conclusions
The aim of this paper is to find out whether SEO or rights issue thresholds are effective or not. We begin by measuring the market performance of issuing firms and find that both SEO firms and rights offering firms perform better significantly in both short-term and long-term after the threshold was set.
Results also show that for both SEO firms and rights issuing firms, a kind of "face-changing" phenomenon does exist in terms of operating performance. Two possible explanations are: First, newly issuing firms are prone to perform poorly even when there is no threshold; Second, empirical evidence shows that the operating performances improve to a certain extent for issuing firms once the threshold is set. Like in most transition economies, China's stock market is far from being mature. The Chinese government thus needs to set stricter rules to regulate market behaviors. But so far the enforcement of these rules has not been satisfactory. On one hand, manipulations prevail in the market and some intermediary institution break rules frequently, resulted from a lack of effective laws to protect investors. Consequently, investors are tempted to speculate in short-term trading. On the other hand, due to reasons such as bad corporate governance, low cost of breaking regulating rules and share splits, etc, Chinese listed firms of different quality all have strong incentives to issue new equity, which is used as an effective means of "money encirclement". Stein (1996) found that shareholders create values for themselves through external financing by taking advantage of the market opportunities. Investors in A-share market are constantly calling for raising the threshold of security issues, strictly regulating the securities issuing and restricting listed companies' "money encirclement" behaviors. Statistics show that each time when CSRC raises the threshold, market responds positively, while when the threshold is lowered, market goes down with it. Sometimes, this kind of downturn may even prolong.
The refinancing thresholds set by CSRC include the financial ratios reflecting a firm's performance history, the total amount of the issue, and the time of issuing. In doing so, CSRC aims to protect the interests of the floating stock shareholders and to stabilize the market. Extant research has shown that these thresholds can not guarantee that firms with excellent performances in the past will perform equally well in the future. Sometimes, these thresholds may even have negatively effects on listed firms. For example, some firms may not be able to finance for good projects because they failed to pass the refinancing threshold. Some firms may be compelled to refinance for bad projects through earnings manipulation. But in this paper, we still find evidence showing that the average qualities of reissuing firms have been improved to a certain degree since the threshold was set. Because the thresholds can restrict the "money encirclement" behaviors of some underperforming firms, protect the interests of investors and stabilize the market, they can thus be used as effective tools by the securities regulatory authorities.
Past experience drawn from foreign countries has illustrated that rigid regulations introduced in the early stage of securities market development, especially after a severe recession, can effectively protect the investors from fraud. For example, after the South Sea Bubble in England in 1711, British government passed the Anti-Bubble Act that required firms to get the approval of the Parliament when they conducted IPO. French government set strict regulations on new securities issuing for over 160 years after the Mississippi Bubble had happened in 1718. China's stock market has developed very quickly in recent years. Statistics show that the number of listed firms reached 1377 at the end of 2004 from a mere 10 in 1990 and there were over 72.1 million investors at the end of 2004, 4 which exceeded Russia, Poland and other East-European transition countries (Pistor and Xu, 2005) . Partly due to the Chinese government's timely intervention and regulation, stock market fluctuation has never happened in China as serious and frequent as in other emerging markets.
The paper provides strong evidence to support the effectiveness of the refinancing thresholds. Recently, more qualified institutional investors have participated in A-share market, which improves the investor structure of Chinese stock markets considerably. In addition, more rules have been set up to regulate market participants, and China's share split reforms will be accomplished, too. Therefore, we suggest that CSRC reduce or even cancel the restrictions on the issue size and time gradually, and in the end give investor the rights to decide for themselves the quality of reissuing firms.
